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ome couples are planning their 30th or 50th anniversaries differently than their

S parents did. For these couples, the celebration will last multiple days, with the
observance spilling over two years.

The event planner will be their financial planner. The reception will be in their attorney’s

conference room. Back on their wedding day, when they were young, in love and broke,

they received gifts. For this occasion, they will be making gifts.

They will mark their anniversaries by the newest trademark of successful investors’
everlasting love, by creating spousal lifetime access trusts. Mindful that political tides can
ebb and flow, that the estate tax exemption can change from a crevice within an omnibus
package into a campaign rallying point, they will stake a permanent claim to the current
exemption by giving away an eight-figure portfolio into a trust whose terms do not permit
revocation.

The trust has all the hallmarks of a permanent gift. No distributions are permitted to the
grantor. Distributions of principal are only permitted for ascertainable standards. If the
donee spouse has a power of appointment, it will be limited to family members. A trust
protector will ensure that the trustee faithfully carries out the grantor’s intentions.

If you put on your glasses, though, the trust seems less a straitjacket than a nest. Its
distribution adviser might be the grantor’s accountant, the trust protector his college
roommate. Above all, the grantor’s spouse is the income beneficiary, someone who played
an indispensable role in the grantor’s personal growth and accumulation of opulence, but
never had an endowment of her own.

In the following year, the spouse may create a SLAT of her own, perhaps after the capital
for this second trust was navigated from joint ownership to her own name in the first year,
so that she could create and fund the trust with what appear to be her own assets.

Perhaps the document might permit the beneficiary spouse to appoint an income interest
to the grantor after the beneficiary spouse dies, as the couple insouciantly sails past Scylla,



Charybdis and Grace v. Commissioner, 395 U.S. 316 (1969),which
established the reciprocal trust doctrine, the principle by which
trusts are to be disregarded if they leave the couple in essentially
the same economic position as if they had created trusts naming
themselves as life beneficiaries. (In designing a SLAT, never forget
that “a transaction between family members is ... subjected to
heightened scrutiny to ensure that it is not a sham or disguised
gift.” Bongard v. Commissioner, 124 T.C. 95 (2005).

Eachtrustwillalso containa feature that would seem counterintuitive
to couples who prefer to celebrate their anniversaries with a
romantic dinner instead of signing trust documents. SLATs
typically include a provision by which the grantor voluntarily
commits to paying the tax on the trust’s income, even though the
grantor doesn’t receive it.

Grantor trusts were once the poison ivy of the tax code. Regulations
adopted 80 years ago, codified in 1954, discouraged grantors from
retaining certain powers, by taxing the grantors on the income of
such trusts.

Then came the Tax Reform Act of 1986, which stiffened estate
and gift tax rules while lowering the top income tax rate to the low
30s. After about a decade, estate planners realized that a grantor
trust could be a useful gambit, that the poison ivy could become
an herbal remedy.

After all, if grandpa paid tax at 33 to 39 percent, which was lower
than the estate tax rate of 40 to 55 percent, and the kids received
their distributions without a K-1, grandpa’s estate would be

reduced by the tax payment and more wealth could be transferred
to younger generations free of estate tax. After internal controversy,
the Internal Revenue Service ruled in 2004 that grandpa’s payment
of the income tax is not a gift to the beneficiaries (although the
trust would be included in grandpa’s estate if the trust instrument
oafishly requires that he be reimbursed for the tax payment).

Thus, spousal lifetime access trusts are often structured as grantor
trusts. In case the grantor later tires of paying the tax, a well-
drafted SLAT would authorize its grantor to escape the tax liability
in future years by electing to shed the retained powers that made
it a grantor trust.

SLATs were exotic innovations 15 years ago, when a temporarily
heightened estate tax exemption was scheduled to end on December
31, 2012, and revert to the $1 million set in the previous century.
The figure was obviously out of date, but a permanent fix proposed
in 2009 by Tom Carper and several Senate colleagues was blocked
by legislators hoping for full repeal of estate tax. When President
Obama was reelected, those legislators acceded to the current tax
structure, with a basic exemption of $5 million, indexed from
2011, with portability to surviving spouses.

Many of the pioneering SLATs of 2011-12 have encountered a fact
of modern domestic life. Couples divorce. Grandpa may be less
accepting of paying the tax on income distributed to his ex-wife.
Is there a recourse?
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If the governing instrument gave the ability the power to substitute assets
of equivalent power — the kind of retained power that causes the grantor
to be taxed — and permitted the grantor to waive the power, would the tax
liability then fall to the grantor’s ex-spouse?

In this respect, as in the Book of Job, the 2017 Tax Act giveth and taketh
away. It requires that the SLAT’s income continue to be taxed to the
grantor, even if he waives the substitution power.

That’s because the substitution power was not the only element that makes
a SLAT a grantor trust. The tax code provides that “a grantor of a trust is
treated as holding any power or interest in such trust held by any individual
who was the spouse of the grantor at the time of the creation of such power
or interest.” § 672(e)(1)(A).

This provision, often described as the spousal unity rule, means that all
income of a trust that was a grantor trust at the outset will be taxed to the
grantor even after divorce. For generations, however, another provision of
the Code, Section 682(b), protected the grantor from being liable for tax on
trust income that was paid to his ex-spouse after divorce, by providing (in
antique language) that the ex-spouse is taxed on “the income of any trust
which such wife is entitled to receive and which, except for this section,
would be includible in the gross income of her husband, and such amount
shall not, despite any other provision of this subtitle, be includible in the
gross income of such husband.”

This provision protected a spouse who would otherwise be taxed on trust
income under the grantor trust rules to the extent the income was payable
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to his former spouse. It provided that the recipient spouse was
to be considered as the beneficiary under the general rules of
trust taxation. If a taxpayer created a grantor trust for the benefit
of his spouse and later got divorced, then all future distributions
would be taxed directly to the ex-spouse. In this way, section
682 provided an exception to the grantor trust rules.

Section 682, however, was repealed in the 2017 Tax Act, as part
of a broad elimination of traditional rules governing taxation
after divorce. Thus, if a grantor who created a trust for his
spouse got divorced after 2018, he would remain liable for all
taxes of the trust, no matter when the trust was created.

The spousal unity rule therefore makes the SLAT a grantor trust
even if the grantor renounces the substitution power. How to
deal with this problem?

® One approach would be for the ex-spouse to agree to pay
the tax on distributions to her. This approach, easy to define,
may prove difficult to administer, involving sharing of tax
data, waiting on extended filing and other complications.

® Another would be for all parties to agree to terminate
the trust, with a portion going to the ex-spouse and the
rest to the children. This approach would be resisted in
many cases, as it, however, would reduce the corpus that
generates income for the ex-spouse (while increasing her
gross estate).

® A third option might involve decanting into a newly
drafted trust with identical provisions (other than the
substitution power) except that the parties are no longer
married when the new trust is created. This strategy would
be arich target on audit, since the new trust is effectively the
same trust, the only difference being the parties’ changed
marital status.

® A fourth gambit might be to decant into a trust thatrequires
a remainder beneficiary to approve any distributions to the
ex-spouse. A trust that makes distributions to the grantor’s
spouse is not taxable to the grantor if distributions can only
be made with the approval of an adverse party. § 677(a).
This path might beckon when the remainder beneficiary
is on good terms with the ex-spouse. Yet, Chief Counsel
Advice 202352018, concluding that the acquiescence by a
trust beneficiary to a modification that disadvantages her
interests constitutes a taxable gift, would loom ominously.

A spousal lifetime access trust truly lasts until death do the
parties part.
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